BELLSOUTH SERVICES - DATA BY PRODUCT GROUP

($000)
1968 1989 1990 1991
TOTAL BSS| EQUITY (END OF YEAR) (JWC-56) 03,845 190,484 179.421 198,385
" TOTAL BSS! INVENTORY (END OF YEAR) (JWC-56) 116,440  128.430 89.704 71.475
GENERAL STOCK (EXCLUDING CPE & BSP)
_ AVERAGE MONTHLY INVENTORY  (JWC-82) 100,607 91,837 78585 59,306
" MATERIAL COST OF GOODS SOLD  (JWC-75) 391,028 376,644 223,506
B8SS1 EUCE OTHER STOCK (PBX, KEY CPE. DOES NOT INCLUDE BSP)
_ AVERAGE MONTHLY INVENTORY  (JWC-82) 32.550 20.142 12217
" MATERIAL COST OF GOODS SOLD  (JWC-75)
BELLSOUTH SERVICES
. TOTAL BSSI EQUITY AS OF 12-31-88 83.845
CPE TRANSFERS TO BSS FROM ADVANCED SYSTEMS
. EQUITY 1-1-89 JWC-65) 56,900 *
. LIABILITIES 1-1-89 (JWC-87)
TOTAL ASSETS TRANSFERED
" BSSI EQUITY INFUSIONS
. MARCH 1989 (JWC-88) 30,000
. APRIL 1989 (JWC-88) 20,000
TOTAL EQUITY TRANSFERRED TO BCS 1-1-82
. *STRONG" RECOMMENDATION LETTER (JWC-88) 62,600

Figures redacted at Company request.
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BSSI NET INCOME ANALYSIS

($000)
1989 1990 1991 *
A. TOTAL BSSI NET INCOME (JWC-58) 32,502 366 18,045
B. LESS BSP NET INCOME & INTERSTATE REFUND (SURVEILLANCE REPORT) (26) (21,181 (1.295)
C. BSSI NET INCOME FOR SURVEILLANCE REPORTS (CuA-B) 32,528 21,547 20.240
EXCLUDING BSP & $5 5M REFUND IN 1990
GENERAL STOCK (EXCLUDING CPE & BSP)
D. CONTRIBUTION REALIZED AFTER EXPENSES (JWC-75) 34,331 12,782 8,375
ASSIGNED BY COMPANY FOR MATERIAL SOLD
E. EFFECTIVE TAX RATE (JWC-81 BSS NOI CALCULATIONS) 33.9% 335% 33.4%
F. EFFECTIVE CONTRIBUTION TONO!  (F=D*(1-E)) 22,603 8.500 6.244
BSS! EUCE OTHER STOCK (PBX, KEY CPE. DOES NOT INCLUDE BSP)
G. CONTRIBUTION REALIZED AFTER EXPENSES (JWC-75)
ASSIGNED BY COMPANY FOR MATERIAL SOLD - - -
H. EFFECTIVE TAX RATE {JWC-81 BSS NOI CALCULATIONS) 33.9% 33.5% 33.4%

| EFFECTIVE CONTRIBUTION TONO!I  (12G*(1-H)) - -

J. NOI CONTRIBUTION FROM SERVICES (P=i-L-O0) 5.426 ﬂ 11,184 12,682

Figures redacted at Company reguest.
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838! RATE OF RETURN ON EQUITY ANALYSIS

TOTAL BSSI
($000)
EOY 1988
PLUS
EOY  TRANSFERE  EOY EOY oY

_ 198 IZWEUNON __ 199 10 _tee1
A TOTAL B8SI EQUITY (END OF YEAR) (WC-56) 3,045 174745 11 199484  1T9AR1 198,305
8. AVERAGE EQUITY ((BOY+EOY)2) \ 187106 189.443 1900902

1909 90
AVERAGE AVERAGE  AVERAGE
CPE ~ CPE CPE
SEQUTY _EQUITY  _EQUITY

C. INITIAL CPE BQUITY TRANGFER  (JWC-86) 55.900 s
D. ESTIMATED CPE LIABILITY CONVERSION TO BQUITY
E. PREVIOUS NOI CONVERSION TO BQUITY
F. ONE HALF NOI CONTRIBUTION P.3) \
©2.825

UCE DOES NOT

G. AVERAGE CPE EQUITY (GuC+DoE+F)

M. CPE NO! CONTRIBUTION (P35 | _7-“ _’;_’

). CPE RETURN ON EQUITY IN RATE BASE (1=H/G)

SENSRAL STOCK AND SERVICEREXCLUDING CPE & BSP) e __19e0  __1901
J. AVERAGE NON-CPE EQUITY  (JaB-G) 120000 128,202 126,088
K. NON-CPE NOI CONTRIBUTION  (K=P2, L4P) 28,118 19,084 18,936
L NON-CPE RETURN ON EQUITY 21.0% 154% 15.0%

1/ 118 CPE tansier and 1/2 of the March and April equity infusion.
2/ This is coroborated by the amount of equity transierred 1o BCS on 1/182.
See JWC-08 Company’s “strong” recommendation letter.

Figures redacted at Company request.
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Affiliate Transactions - BSC Allocator
Preliminary Finding No. 17

1. Total Retained Costs/Year $125,443,146
(RBL 62B, Column F,
Lines 7, 10 and 12)

2. Total Retained Costs/Month 10,453,596
(Line 1 + 12)

3. November 1991 Allocation per RBL-57 ($000):

As_Pexrformed ¥ith Rstained
A. UNHQ $109,558 $101,416 °
B. SBTT 458,107 458,107
C. SCBT 323,541 ) 323,541
D. BSBS 18,863 18,863
E. RETAINED = — 10,454
F. TOTAL $910, 069 $912,381
4. Percent SBT 50.34% 50.21%
. (Line B + Line F) .
Percent Retained 0.00 1.15%
(Line E + Line F)

5. Total Allocated in 1991 $19,662,336
(RBL-62B, Col.B, Line 8)

6. Amount which should | $ 226,117
have been retained
(Line 4 x Line 5)

7. Reduction in SBT percent .13%
(Line 4 difference)

8. Reduction in SBT allocation S 25,561
"{Line 5 x Line 7)

9. Reduction in GA Allocation $ 7,413
(Line 8 x .29)

10. Reduction in Intrastate GA Allocation $ 5,560
(Line 9 x .75)

Reduced by amount transferred to BSC from BSE.
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BELLSOUTH

TELECOMMUNICATIONS ©
Thomas L. Hamby Suite 397
Assistant Vice President 125 Perimeter Center West
Reguiaton Atianta, Georgia 30346

404 391-2450

August 23, 1994

Mr. Don Craig

Audit Manager

Georgia Public Service Commission
244 wWashington Street, S.W.
Atlanta, Georgia 30334-5701

RE: Southern Bell’'s Responses to the Final Report of
Audit Findings to be presented to the Commission

Dear Mr. Craig:

As agreed, we have attached Southern Bell’s responses to the
above referenced findings which were essentially transmitted to
us on August 15, 1994. We are still rocc;ving revisions to
these findings as this transmittal package is being prepared.
In addition, no summary of the Audit’s findings has been
received at this time.

Our assumption is that the final findings, as written, will be
included in the report that will be filed with the Commission.
The findings that were provided, however, are still stamped as
DRAFT. If and to the extent the findings are amended,
supplemented or edited, the Company reserves the right to
conform its response. The Company’s ultimate response to the
audit also depends somewhat on the use which is made of the
audit or further action by the Commission in reliance on the
-audit or any finding. The Company reserves the right to
supplement or amend its responses in the event of such action.

The Company was still receiving revisions to the findings as
late as 12:00 noon on the day the responses were to be
transmitted. The Company has made a good faith effort to
reflect these changes in its responses. However, the Company
feels- that it is unfair and unreasonable to receive these
changes at such a late date. Furthermore, the Company’'s time
to analyze and respond to the audit findings was unreasonably
compressed. The Company considers it unfair and unreasonable
that it was only provided approximately two weeks to review the
audit findings.

In addition, certain of the draft Audit findings contain
information which the Company considers, and has identified as,
proprietary. As you are aware, access to proprietary
information throughout the audit has been provided to you and




Don Craig
August 23, 1994
Page Two

the Snavely & King auditors subject to the terms and conditions
of the protective agreement. We will respond to findings and
preliminary reports which contain proprietary material so long
as such information will not subsequently be made public,
published or shared outside the scope of the protective
agreement.

Furthermore, if any page numbers in the auditors’ report have
been changed prior to the Company’s last draft copy, please
note that the Company often refers to specific pages in the
report and those numbers would need to be changed accordingly.

We appreciate the opportunity to address the audit findings
prior to issuance of the final report. '

Please feel free to contact me with any questions concerning
this matter. A copy of Southern Bell's responses has been sent
to Snavely and King on this date by overnight mail.

Sincerely,

ﬂ% 7 ' a
Assistant Vice Presﬁ' nt

Attachment

Copy to: Snavely, King & Associates, Inc.



SUMMARY

Beginning in October, 1992, Southern Bell has cooperated with the
Commission Staff and its outside consultants in an audit, supposedly
related to affiliated transactions. The Company has expended countless
employee-hours in assimilating documents and copies of documents for the
auditors’ reviev, providing intervievs and explanations of the Company’s
policies, procedures and systems, and othervise assisting the auditors.
Most recently Company representatives have worked closely with the auditors
to refine and correct preliminary findings. Through this process, a number
of the more obvious and gratuitous miscalculations, liimdorsmdings, and
erroneous conclusions have been eliminated. Some remain. As the close .of
the process dravs near!, the Company’s overall assessment and reaction to

. the audit findings can be summed up in with three basic points:

First, the Company is pleased vith the inescapable conclusion that it
strictly adheres to and applies the rules and regulations of this

Commission. In other words, after nearly two years of intense scrutiny by

1To date, Southern Bell has not been provided vith a copy of the final
report as it is to be presented to the Commission. The findings provided
are still in draft form. Howvever, the Company is advised that the findings
vill not be changed after the Company’s final reviewv. If and to the extent
that any finding is amended, supplemented or edited, the Company reserves
the right to conform its response. The Company’s ultimate response to the
audit also depends somevhat on the use wvhich is made of the audit or
further action by the Commission in reliance on the audit or any finding.
The Company reserves the right to supplement or amend its responses in the
event of such action.

It should also be noted that as late as 12:00 noon on the day the
Company’s responses were to be transmitted to the auditors, the auditors
vere still making changes to their findings. The Company made a good faith
effort to reflect these changes in it’‘s responses to the findings.
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staff and consultant auditors involving the reviev of thousands of pages of
documentation, and countless hours of on-site discussions vith a large
number of Company employees, the auditors identified only 27 scant areas?
falling into only 5 major categories even vorth addressing in the Report.
There is a vastly larger number of processes, accounting practices, and
types of transactions vhich received a clean bill of health.? This vas
expected by the Company and should be good mews to the Commission.

At the same time -- and this is the second point -- the Company is
disappointed in the audit. The Company cooperated from day one, and has
taken every reasonable step to help the auditors undcrstind its practices
and procedures. Despite these efforts, the auditors have persisted with a

3This is not to say that the Company accepts or agress vith the
substance of these 27 findings. They are, in fact, seriously flaved. As
vill be discussed in more detail later in the summary, roughly 202

. acknovledge the Company is strictly adhering to this Commission’s rules or

other mandates; another 202 acknovledge that no error vas detected or
simply recommend further expensive, time consuming audits anyvay, and at
least one identifies transactions that actually benefitted Georgia
ratepayers. See eg. Finding No. 15, Report at III, p. 84.

3In fact, several finding note the proprietary of some of these
processes. For example, Finding No. 13 states "[t]he audit verified that
Southern Bell’s investment accounting process for the equipment transfers
[betwéeh jurisdictions] and inventory controls are proper and that the
depreciation reserve calculation process which is used by the Company
follovs the affiliated transaction rules." Report at III, p. 72. See
also, Finding No. 9, Report at III, p. 48. "It likely that complete
Teconciliation vas effectad...in connection with the Company’s annual
true-up of central office equipment.®

-2-




punber of findings vhich can only be characterized as remarkable,
particularly in light of the ultimate audit objective as stated in the
report. Vhile possibly repetitious, that objective bears repsating here.
It reads:

(8) to receive a report of all instances of

non-compliance vith this COMMISSION’s rules

concerning transactions vith affiliates (FCC

- Section 32.27), allocation of costs betwveen

regulated services and non-regulated

activities (FCC - Section 64.901) and all

indications or instances of illegal acts that

could result in criminal prosecutions (thcso

may be reported separatsly).
Report at II, p. 4.

Vhat is astonishing is not the objective. It is plainly stated and

makes sense. The astonishing part is that in several findings the auditors
- recommended “penalizing” the Company in some form or another for strig;

adherence to the Commission’s rules.

Finding No. 2, Tax Allocation is an example. "Rule 32.27(s) requires
the use of stand-alone accounting tax calculations for carriers who are
parties to consolidated tax returns." Report at III, p. 17. As is
correctly pointed out in footnote 1 to the Report, Commission Rule 515-3-1
*requires telephone companies to follow FCC rules governing cost
allocations and affiliate transactions."” Report at II, p. 3, footnote 1.
Even so, the auditors reject the Company’s application of stand-alone
accounting. PFindings No. 3 and 4 are similarly flaved.



Similarly, vith regard to Finding No. 1, which discusses the Company’s
Leveraged Employee Stock Ownership Plan, the auditors do not dispute the
Company’s claim that its treatment of the dividend deduction for tax
purposes is dictated by Generally Accepted Accounting Principles ("GAAP").
Report at III, p. 6. The auditors simply reject GAAP. In Finding No. 5,
vhich attacks the Company’s method of accounting for accumulated deferred
taxes and unamortized investment tax credits, the auditors acknovledge that
there are private letter rulings supporting that methodology.¢ In Finding
No. 8, vhich criticizes the Company’s treatment of NemoryCall* as regulated
for intrastate reporting purposes, the auditors challenge the viev that
HemoryCall* is regulated in Georgia. Perhaps if the auditors had been here
a year sarlier they would have a clearer understanding. Even so, they
- provide a quote to an open hearing before this Commission in vwhich the
Company vitness stated in response to a question from Commissioner Ro;an

and follov-up questions from the Assistant Attorney General:

It to me is a legal argument of vhether it vas
regulated or non-regulated, and we appealed to the
FCC to try to resolve that issue. But from the
standpoint of the earnings report, since the
Georgia Commission had ruled and that wvas the rule
of the day, then the non-regulated -- previously
non-regulated investment expanses for MemoryCall?
vers included in the intrastate results starting in
June of 1991.

‘Private letter rulings are not binding authority except for the party
seeking the ruling. However, one can scarcely imagine the Internal Revenue
Service imposing a diametrically opposed application of the tax code on
another party.

-4-



Report at III, p. 44.
In roughly 20% of the findings, the auditors ackmovledge the authority

cited by the Company, but recommend some penalty anyvay. In several of

these cases, the auditors are urging the Commission to act in flagrant and
arbitrary disregard for and in violation of its own rules. Assuming such
action wvould be legally sustainable, vhich it would not, it would create a
policy of absolute uncertainty among regulated utilities vhich ultimately

would vork to the detriment of ratepayers.

The third category can only be characterized as disappointment and
frustration at the lack of objectivity displayed by the ocutside
consultants. In Finding No. 11, the auditors suggest that somehov Southera
Bell prevailed upon AT&T to restructure to shift cost from expense to
capital based on the incredible premise, the auditors argued that Southern
Bell vas able to charge lover rates for its competitive services at t£;
expense of basic ratepayers. This finding is nothing short of absurd.

That is vhat the Company has explained repeatedly and that is vhat AT&T has
explained. On June 14, 1994, AT&T provided to each Commissioner the
affidavit of Richard F. Neri. MNr. Neri explained that AT&T’s decision to
restructure its hardvare and softvare prices vas the result of "market
research and analysis." Moreover Mr. Neri pointed out that the "1990 price
restructure vas implemented nationvide, equably effecting all of AT&T’s
SESS* Svitched System customers. It wvas not implemented in response to any

RSESS is a registered trademark of AT&T



request by a single customer, including BellSouth Telecommunications
Corporation.” Key representatives of Southern Bell have explained
repeatedly, and in many forms, that the auditors findings are unfounded.
Southern Bell employed Deloitte & Touche to conduct an independent analysis
of the impact of the price restructuring. This major accounting fim
concluded that the auditors findings vere totally erroneous. The auditors
simply shrug off the overvhelming veight of this evidence and persist on
the basis of copies of several slides from an ATET marketing presentation
designed to pique the Company’s interest in additional switch purchases.
The company believes that this reflects a blatant lack of. objectivity.

In Pinding No. 14, vithout any reference or citation to the basis for
the statement, the auditors contend that the Company’s primary motive for
supporting such regulatory reform vas to cnhancey its opportunity to
" cross-subsidize regulated services and to shift costs from co-pctit:lv: to
non-competitive services. Senate Bill 566 did not pass. One vonders vhy
the auditors make this finding at all. Vhatever the auditors motives,
political commentary and speculation on the Company’s or anyone’s motives
in the legislative process are far removed from the scope of any credible
audit. The finding might be appropriate on the editorial pages of a
nevspaper, but has no place in a formal audit.



In the final analysis, the Company is disappointed with vhat the audit
contains, but at the same time it is pleased vith what the audit did not
say. There are far more practices, procedures, and transactions that vere
scrutinized and given a clean bill of health than vere the subject of
finding in this Mit. Vhen the absurd, the speculative, those findings
noting compliance with the Co-issioh's rules or oﬂur mandates, and those
reflecting extreme subjectivity are eliminated, the result is a
complementary picture of Southern Bell vhich indicates no further actiom is
required by the Commission.®

5Contrary to the auditors’ assertion in Finding No. 14 in vhich the
auditors imply a sense of urgency for resolving the audit issues, for the
various reasons pointed out in the Company’s responses, the findings are
seriously flaved and no further action is required.



Southern Bell Telephone & Telegraph Co.
Georgia PSC Staff Audit

Response to Findings

Item No. 1

September 1, 1994

Page 1 of 4

FINDING/RECOMMENDATION:

The special tax benefits of the Company’s Leveraged Employee Stock
Ownership Plan should flov to regulated operations.

COMPANY RESPONSE:

The Company does MOT agree that the Commission should adjust Georgia’s
earnings to include an allocated share of the BellSouth tax savings
associated vith the dividend payments. The auditors have used a seriously
flaved analysis, ignored factual data provided by the Company, and are not
cognizant of more recent developments all of which would lead to a
different conclusion than that recommended by the auditors.

First, the dividend payments, vhich result in the tax savings, are made by
BellSouth Corporation, on BellSouth Corporation common stock, from equity
earnings. The fimancial accounting employed for the ESOP tax benefit is
required by GAAP. For federal tax purposes, BSC is the only entity legally
entitled to the tax benefit. The tax savings do not result from expenses
charged to subsidiaries, and therefore, they are not allocated to the
subsidiaries.

" Second, the fundamental concept of any LESOP is based upon growth in stock

price and dividends vhich, accordingly, reduce the cost of the LESOP versus
a non-leveraged. This would result in lover expenses for the Company and
ratepayers over the LIFE of the plan. Hovever, the audit has focused on a
relatively short period of time (1990-1992), while the BellSouth plan
covers a 13 year period. The analysis and subsequent decision to adopt the
LESOP occurred during 1989 and early 1990, a period of good national
economic conditions. Subsequent to the adoption of the plan, the national
economy took an unforeseen severe downturn, vhich adversely affected
financial markets, generally, and BellSouth’s stock price specifically.

The auditors’ recommendation ignores factual data vhich clearly
demonstrates that BellSouth’s common stock has regained and sustained
significant market value vell above the earlier period and well in excess
of the Trustee’s cost per share. In fact, in 1994 the existence of the
ESOP has resulted in LOVER costs to Georgia ratepayers. Based on current
projections, the stock losses incurred during the recessionary period will
be recovered over a very short period of time.

Third, the analysis is defective and, thus inappropriate, as regards
several key points based upon a reviev of the backup vorkpapers vhich were
provided.

CALCULATION OF 1993-1994 INCREASED COSTS

The calculation of the increased cost for the period of 1993-1994
incorrectly assumes the EXACT same set of circumstances that existed during



Southern Bell Telephone & Telegraph Co.
Georgia PSC Staff Audit

Response to Findings

Item No. 1

September 1, 1994

Page 2 of 4

COMPANY RESPONSE (Cont’d.):

1990-1992. In fact, actual data for all of 1993 and through August of 1994
is contrary to the auditors’ assumptions.

Assumed Stock Loss!

The analysis of the assumed stock loss is inappropriate. The stock loss
calculation used PROJECTED data for 1993-1994 based on results during
1990-1992. In 1993, BellSouth’s stock price rose from $51.75 to $58.00
(10.8%), vhich was well above the Trustee’s cost per share. Using actual
1993 stock prices, there vas a $3.3 million gain vhich would offset the
earlier expense increase. Furthermore, if the BellSouth stock increases
only 6X in 1994, there would be an additional ESOP gain of $7.1 million.
As of 7/31/94, the BSC common stock had sustained an average daily closing
share price in 1994 of $60 or more per share vith highs approaching $63 per
share. (Many independent market analysts continus to place a "buy*
recommendation on BSC stock, reflecting continued appreciation of the
stock.) The combined gain would more than offset the stock loss of $7.3X
shown on Appendix D, page 3, line 10. The auditors’ assumption of a
continuing stock loss is without foundationm.

Intersst Expense! -

The narrov time period (1990-1992) in the audit analysis assumes that
interest expense and the shares allocated accrual aethodology will yield
the same results over the remaining life of the leveraged features. This
is contrary to the actual operation of the plan. For example, the auditors
have assumed interest expense in the years of 1993 and 1994 remain, on
average the same as in the past (Appendix D, page 3, line 8). Since the
ESOP debt is an amortizing security, interest expense is high in the early
years and declines in the later years as the outstanding principle is
reduced. The actual average intsrest expense for 1993-1994 is less than
the average interest expense during 1990-1992. (For example, interest
expense vas $74.8 million in 1991 and $67.9 million in 1993.) The
auditors’ assumption that interest expense vill remain essentially
unchanged is contrary to the actual debt obligation.

1The audit report in Appendix D, Page 3, line 16 notes that the auditors,
after numerous discussion wvith the Company, have considered increases in
stock price and decreases in loan interest in their calculations.
Hovever, the actual impact of these items is significantly higher than
vhat the auditors have included in their calculations, and it would
continue to increase in future yesars.



Southern Bell Telephone & Telegraph Co.
Georgia PSC Staff Audit

Response to Findings

Item No. 1

September 1, 1994

Page 3 of 4

COMPANY RESPOMSE (Cont’d.):
RISK ASSUMPTION

In the reports’ Recommendation, the statement is made, "...the local
telephone company ("OTC") must assume the risks and costs associated vith
the [ESOP] loan and value of the stock purchased.” This is an incorrect
understanding of the ESOP obligation. As set forth in the debt offering
for the ESOP, there is no obligation ascribed to Southern Bell or any other
subsidiary of BSC. BSC is ultimately and solely the guarantor of the debt
obligation.

ADMINISTRATION COSTS

The report makes reference to the administration costs of the LESOP
(Appendix D, page 4, Note f) based on information originally provided the
Company in prior years. Subsequent to that response the LESOP and BSC
modified the treatment of such administrative costs. Effective January 1,
1993, certain administrative costs incurred by BSC were recovered from the
trust. In turn, the Trustee began to recover administrative costs of the
ESOP from individual plan participants (e.g. employees) using a schedule of
annual and transaction fees, as more fully described in the 1993 SEC Form
10-X for the ESOP plans. Consequently, BSC has materially reduced the
costs it has incurred in the operations of the plan and those passed down
to subsidiaries.

CONCLUSION

In conclusion, the Company disagrees vith the audit’s finding of the
existence of a cross-subsidy, or the need for either a one-time or
continuing NOI adjustment to the Georgia Surveillance Report. The tax
accounting related to the dividends arises solely because BSC, not SB,
common stock is used to provide the matching obligation and because BSC,
not SB, dividends are used to service the debt igation, vhich is the
actual legal obligation of BSC, not SB. (BSC, not SB, advanced the funds
to make the first debt service payment to the ESQP. BSC vill not recover
those funds from the participating subsidiaries until the end of the 13
year leverage period.) As demonstrated in the information provided to the
auditors, each participating company bears the direct expenses of the
employee benefit plans and shares in the attendant cost reductions. Thus,
no cross subsidy exists. Furthermore, the Company disagrees wvith the
assertion that the tax benefit should be assigned to Southern Bell because
such assignment would be contrary to GAAP and the current tax code.



Southern Bell Telephone & Telegraph Co.
Georgia PSC Staff Audit

Response to Findings

Item No. 1

September 1, 1994

Page 4 of 4

COMPANY RESPONSE (Cont‘d.):
CONCLUSION

Pinally, in proposing the NOI adjustments to Georgia Surveillance Report,
the auditors have employed a seriously flaved methodology which results in
a distorted projection. Any LESOP is designed and intended to reduce costs
over the life of the plan. The vide-spread adoption of the LESOP is a
testament to its financial attractivensss. A complete analysis of BSC
LESOP’s performance to date demonstrates that it is currently doing so.

The auditors have used selected, non-representative data upon which it has
based the proposed NOI adjustments. Accordingly, the NOI adjustments as
proposed are inappropriate.



Southern Bell Telephone & Telegraph Co.
Georgia PSC Staff Audit

Response to Findings

Item No. 2

September 1, 1994

Page 1 of 3

FINDING/RECOMMENDATION:

The Company has achieved a significant cross-subsidy from its regulated
operations and BAPCO to its nonregulated operations as a result of its
filing of consolidated tax returns. The cumulative tax savings should be
deducted from the Company’s rate base.

COMPANY RESPONSE:

The Company thinks this finding is remarkable since the cbjective of the
audit vas to find "all instances of non-compliance with the Commission’s
rules concerning transactions vith affiliates (FCC-Section 32.27)" and yet
the auditors state that the cause of this Pinding is the Company’s "“strict
adherence to FCC Rule 32.27(e)." ,

Tax expense for Southern Bell is appropriately determined on a stand-alone
basis, which as the auditors state is in compliance vith Part 32.

Moreover, this finding incorrectly asserts that the "stand-alone tax
expense calculations enables a cross-subsidy from profitable regulated
operations to unprofitable nonregulated operations.® In fact, the converse
is actually trus. If the regulated eatity’s tax liability has been
correctly calculated, and that fact has not been challenged, then to reduce
the regulated liability by losses generated by nonregulated operatiops
results in a subsidy to the regulated operations.

The Company believes that any consolidated tax adjustment is inherently
unfair and inappropriate since the tax benefits derived from filing a
consolidated return are a result of sharebolders’ investments in
unregulated enterprises vhich are not supported nor insured by the
ratepayers. The Commission would be instituting a change in policy for all
regulated utilities and not just BellSouth because the adjustment
recommended by the auditors would impact all regulated entities that file
consolidated returns. In addition, an adjustment to rate base of any past
consolidated return benefits wvould constitute inappropriate ratemaking.

A basic principle of re tion is the separation of regulated utility
operations from nonre ted operations. This principle is achieved
telated to income taxes vhen the stand-alone concept is applied to the
calcilation of current income taxes. Under this concept, the tax lawv is
applied on an entity by entity basis. The result is that the curreat
expense for the regulated utility reflects the impact of the activities of
the regulated utility and only those activities. In other vords, if
BellSouth had chosen not to invest in any unregulated operations after
divestiture, Southern Bell (and Southern Bell-Georgia) would have recorded
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Southern Bell Telephone & Telegraph Co.
Georgia PSC Staff Audit

Response to Findings

Item No. 2

September 1, 1994

Page 2 of 3

COMPANY RESPONSE (Cont‘d.):

the same tax expense for the ysars 1988 through 1991 as vere actually
recorded. Even though some unregulated operations may have initial losses,
the assertion by the auditors that "the regulated operations subsidize a
portion of the initial losses by being charged with overstated taxes" is
incorrect. The stand-alone concept results in each company recording its
true separate company tax liability. The FCC recognizes the fairmess of
this concept by requiring stand-alone tax expense calculations under Rule
32.27(e). The Georgia PSC has adopted Part 32.

The auditors also assert that the regulated utility vill not share in any
of the profits once an unprofitable unregulated company becomes profitable.
The Company believes that the principle of regulation should be upheld
maintaining the separation of the regulated utility operations from the
unregulated operations. Under the Company’s current procedures, the
regulated operations do not share in either the losses or the gains from
the nonregulated operations.

Furthermore, the auditors are incorrect that any benefit from filing a
consolidated tax return is permanent. Although such filing allovs the
group to use a group member’s loss in the current year, that member company
vould have been able to use that loss itself vhen it became profitable.

The auditor’s “"Example® illustrating a supposed subsidy is flaved in that
it fails to reflect the fact that the consolidated return prevented the
nonregulated entity from using its own loss in Year 1 to reduce its income
tax liability from $3,500 to $O in Year 2.

In addition to the basic inequity of their position, the impact of $44.7
million vhich the auditors estimate to be the benefits of consolidation
attributed to Georgia are grossly overstated. Profitable unregulated
operations have provided substantially all the tax payments necessary to
appropriately compensate the unprofitable unregulated operations for the
benefits of their tax attributes contributed to the consolidated group. As
a result, there is no consolidated benefit to be attributed to Georgia.

It should be clear that the adjustment is simply incorrect, but the

vould note that if the Commission were to make the recommended adjustment,
this wvould constitute an unlavful taking of Southern Bell'’s property in
contravention of the 14th Amendment to the United States Constitution as
vell as analogous provisions of the Georgia Constitution. In additionm,
under the federal decisions in Hope and Bluefield, as well as the case
authority in Georgia, Southern is entitled to an opportunity to earn a
reasonable return on its investments dedicated to the provision of
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COMPANY RESPONSE (Cont’d.):

regulated services in this state. Artificially reducing Southern Bell’s
tax expenses generated by its regulated operations, by considering matters
outside the jurisdiction of this Commission, would violate these legal
requirements.

Georgia’s rates vere set based on consistent estimates in accordance with
clearly accepted methods of determining tax expense (in terms of tax law,
FCC, and Georgia PSC resquirements). Any attempt to engage in retroactive
ratemaking back to 1984 would be inappropriate and unlawful. '

In conclusion, the tax expense as reported on the Georgia surveillance
report is the true tax expense incurred by Southern Bell-Georgia;
therefore, the Commission should not make any adjustments to Georgia‘s
earnings or rate base. '
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FINDING/RECOMMENDATION:

Income tax expense charged to regulated operations should ﬁot be used to
subsidize the losses of nonregulated products and services offered by
Southern Bell Georgia.

COMPANY RESPONSE:

The tax calculation for Georgia’s regulated operations has been made
correctly and the auditors do not challenge that calculation. In additionm,
the auditors do not challenge the calculation for the unregulated
operations vhen the operations gensrate income. As is typical of this
audit, hovever, the finding asserts that the properly calculated regulated
obligation should be offset by losses associated with Southern Bell’s
unregulated operations. This is another example of the auditors
recommending an inconsistent policy vith regard to recording tax expenss.
The auditors only objective appears to be the assignment of all costs to
the unregulated operations and all benefits to the regulated operations
regardless of wvhich operation generates the benefits.

Vhile the finding asserts that this adjustment should be done in order to
avoid subsidizing unregulated operations, the converse is true. If the
regulated operation’s tax liability has been correctly calculated, them
requiring that the properly calculatc:u:;gulatcd tax obligation be reduced
by losses in the unregulated area, ac y results in a subsidy to the
regulated operations. Stated more simply, if the regulated operations of
Southern Bell generated $1,000 in tax liability, but ratepayers were only
required to pay $800 because of losses in the unregulated area, then it is
the regulated operations that are receiving a subsidy.

The Company disagrees vith this finding and does believe that if the
Commission were to make the recommended adjustment, this would constitute
an unlavful taking of Southern Bell’s property in coantravention of the lé4th
anendment to the United States Constitution as well as analogous provisions
of the Georgia Constitution. In addition, under the federal decisions in
Hope and Bluefield, as well as the case authority of Georgia, Southern Bell
is entitled to an opportunity to earn a reasonable return on its investment
dedicated to the provision of regulated services in this state.
Artificially reducing Southern Bell’s tax expenses generated by its
regulated operations, by considering matters outside the jurisdiction of
this Commission, would violate these legal requirements.
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The Commission should instruct the Company to match benefits to related
costs.

COMPANY RESPONSE:

As vas the case in the second finding, the Company thinks this finding is
remarkable since the objective of the audit wvas to find "all instances of
non-compliance vith the Commission’s rules concerning transactions with
affiliates (FCC-Section 32.27)" and yet the auditors state that the cause
of this finding is the Company’s "strict adhsrence to Part 32.°

The auditors have used a "snapshot® approach to make a recommendation
contrary to the Commission’s rules, vhile ignoring similar issues that have
a different impact. Folloving the auditor’s recommendation would result in
a violation of Part 32 and also vould result in a policy change affecting
all regulated utilities, not just BellSouth.

In 1978, Southern Bell did not recognize a customer’s deposit as income for
book or tax purposes because this money was eventually returned to the
customer. The IRS disagreed with this treatment for tax purposes and
argued that customer deposits should be recognized as income vhen the
customer paid it to Southern Bell. In 1983, Southern Bell paid the tax and
interest calculated back to 1978. As a result, deferred tax expense vas
credited and deferred tax liability was debited. The interest expense vas
excluded from regulation.

In 1990, the IRS conceded this issue to Southern Bell and as a result, in
1991, refunded the taxes (vhich had been paid in 1983) and paid Southern
Bell interest calculated from 1978 to 1991 (vhich vas partially a
reinbursement for the interest expense paid in 1983). Southern Bell
recorded the interest received from the IRS and excluded it from
regulation, in accordance with Part 32, and reversed the debit to the
deferred tax liability.

If Southern Bell had not prevailed in this argument with the IRS, the debit
to the deferred tax liability wvould have remained on the books (continuing
today at a potentially even higher balance). This ocutcome would also mean
that Southern Bell should have had a debit to the deferred tax liability
beginning in 1978 (i.e., under the auditor’s reasoning, Southern Bell'’s
rate base would have been UNDERstated from 1978 to 1983). In additienm,
Southern Bell still would have incurred the interest expense paid in 1983
and excluded it from regulation.
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COMPANY RESPONSE (Cont‘d.):

Southern Bell does not win every disagreement with the IRS. Uhen Southern
Bell does not prevail, audit settlements wvith the IRS bhave the result of
understating rate base, for a period of time. Therefore, the auditors
have singled out this one situation and asked the Commission to make an
adjustment to the Company’s records vithout giving similar veight to the
situations vhere Southern Bell’s rate base is understated and vhere
Southern Bell is required to exclude interest expense from regulation.

The Company feels that the current treatment of excluding interest income
and interest expense from regulation, is in accordance vith Part 32, and is
fair and appropriate. Therefore, the Company recommends that the
Commission make no adjustment to its treatment of interest income.

Hovever, if the Commission decides to implement the recommendation of this
finding, the Commission would have to apply the same treatment to interest
expense vhich would result in higher expense to the ratepayer.
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FINDING/RECOMMENDATION:

Accumulated deferred taxes and unamortized investment tax credits wvhich
represent taxes charged to regulated operations should not be transferred
to nonregulated operations. Case-by-case burden of proof concerning any
IRC violation belongs with the Company.

COMPANY RESPONSE:

The auditors acknovledge in the audit finding that they are avare of
previous IRS private letter rulings in vhich the Government has concluded
it is a normalization violation if a public utility flowvs through
unamortized Investment Tax Credits (ITC) to its ratepayers in conjunction
wvith assets vhich are no longer in the Company’s rate base. Nevertheless,
in their recommendation the auditors insist that the Company should not
transfer unamortized ITCs to nonregulated operations. ‘This issue is not a
choice or a decision which is made by the Company. The IRS position
applies to all public utility property vhich is subject to the IRC’s
normalization provisions, not just that of BST.

Prior to the creation of a separate entity in 1985, the CPL assets
attributable to Southern Bell - Georgia’s ASI line of business were already
segregated from the Company’s regulated operations in Southern Bell’s books
of account and booked on a belov-the-line basis. Similarly, the assets
vhich vere transferred in 1991 to BellSouth Communications, Inc., had been
assigned or apportioned to monregulated on Southern Bell’s books. Thus
Southern Bell - Georgia’s regulated customers were not charged the tax
expense associated with the unamortized ITC on these assets; and
accordingly, vere not rightfully entitled to the related benefit. The
audit report states that the auditors examined the actual journal entry
associated vith the BCI tramsfer and noted that the taxes vere
appropriately allocated to monregulated. As a result, the Company is
unclear vhat concerns the auditors had with this transaction.

Regarding the 1987 and 1989 asset tramsfers to BellSouth Services (BSS),
the Company continued to amortize the ITC relating to these assets on BSS’
books of account. In 1989, the ratepayers began receiving the related tax
benefits through BellSouth’s policy of dividending BSS’ sarnings back to
Southern Bell. This dividemding vas obviously a benefit to the ratepayer.

Lastly, the auditor notes that Southern Bell - Georgia retained the
accumulated deferred income taxes associated with the 1989 transfer of an
airplane to BSS. It should be understood that this transaction was an
intercompany sale accounted for in accordance vith Internal Revenue Code
sections 1501 and 1502, and not an asset transfer.
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FINDING/RECOMMEMDATION:

The Commission should be cognizant that the Company derives benefits
through deferred tax activity in rate case years and non-rate case years.

COMPANY RESPONSE:

The Company thinks this finding is remarkable since the objective of the
audit vas to f£ind "all instances of non-compliance vith the Commission’s
rules concerning transactions vith affiliates (FCC-Section 32.27)" and yet
the auditors state this finding “"does not identify any violation of GAAP,
Part 32, or IRC provisions." The Company records its book transactions,
including deferred income tax expense, in accordance vith Generally
Accepted Accounting Principles (GAAP) and files its tax return in
accordance with the Internal Revenus Code (IRC). As a result, this issue
is not a choice or decision vhich is made by the Company. Any change to
the treatment of deferred taxes would involve a change in policy vhich
vould impact all regulated utilities, not just BellSouth. Therefore, the
Company feels this finding has no merit.




